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Its  Nature  and  the  Factors  Involved  in  Its  Solution 
By  JOHN  E.  OLDHAM 


I 

ONE  of  the  most  interesting  and 
important  features  of  the 
Transportation  Act  is  its  pro- 
vision for  consolidations.  The  Act  con- 
templates the  merging  of  all  the  rail- 
roads of  the  country  into  a few  large 
systems  under  the  direction  of  and  in 
accordance  with  plans  to  be  prepared 
by  the  Interstate  Commerce  Commis- 
sion. The  Act  specifically  provides  that 
the  Commission  in  preparing  its  plan 
shall  aim  to  preserve  competition  as 
fully  as  possible.  It  is  inevitable,  how- 
ever, that  much  of  the  existing  competi- 
tion will  disappear  if  consolidations  are 
to  be  made  on  such  an  extensive  scale  as 
is  indicated  by  the  intent  and  the  word- 
ing of  the  law. 

Competition,  heretofore,  has  been 
the  foundation  of  the  railroad  policy  of 
the  country.  For  many  years  before  the 
passage  of  the  Transportation  Act  prac- 
tically all  important  railroad  consolida- 
tions which  were  undertaken  were  dis- 
solved by  action  of  the  Federal  Courts 
if  they  appeared  to  violate  the  principle 
of  competition  even  to  the  smallest  ex- 
tent, and  many  consolidations  which 
might  well  have  been  made  with  advan- 
tage to  the  public  and  the  railroads 
alike,  were  given  no  more  than  passing 
attention  by  railroad  owners  through 
fear  of  prosecution  under  the  Sherman 
Anti-Trust  law.  The  insistence  that  all 
existing  competition  be  maintained  re- 
gardless of  its  advantages  or  disadvan- 
tages to  the  public  is  undoubtedly 


largely  responsible  for  the  transporta- 
tion system  of  the  country  in  its  present 
form — a system  composed  of  units  so 
widely  different  in  their  characteristics 
as  to  increase  the  difficulties  of  public 
regulation  if,  indeed,  it  does  not  make 
impossible  the  satisfactory  administra- 
tion of  any  system  of  regulation  whatso- 
ever. 

It  is  clear  that  the  Transportation 
Act  declares  a new  railroad  policy  for 
the  future  under  which  competition  is  to 
be  of  secondary  importance;  under 
this  policy  railroad  mergers  which  here- 
tofore have  been  forbidden  are  to  be 
encouraged  and  promoted.  The  early 
drafts  of  the  Transportation  Act  even 
went  so  far  as  to  contain  provisions  for 
making  such  consolidations  compulsory, 
if  they  were  not  voluntarily  undertaken 
by'  the  railroads  themselves  within  a 
specified  time.  This  compulsory  provi- 
sion was  omitted  from  the  final  draft  of 
the  Act,  but  the  fact  that  it  was  long  and 
seriously  contemplated  is  evide»-^“  of 
the  belief  that  the  policy  of  the  past  in 
respect  to  competition  had  been  unwise 
and  that  a different  policy  for  the  future 
was  necessary. 

In  any  discussion  of  railroad  consoli- 
dations there  is  need  to  understand  the 
kind  of  competition  which  is  to  be  pre- 
served and  the  kind  which  must  be  elim- 
inated since  only  in  the  light  of  such  an 
understanding  will  it  be  possible  to  pre- 
pare a plan  of  consolidations  which  will 
carry  out  the  purposes  of  the  Transpor- 
tation Act. 


HARVARD  BUSINESS  REVIEW 


The  insistence  upon  competition  here- 
tofore was  undoubtedly  due  to  the  com- 
mon belief  that  competition  among  rail- 
roads, as  well  as  among  corporations 
engaged  in  general  industry,  was  neces- 
sary for  the  protection  of  the  public; 
that  lessening  of  competition  in  trans- 
portation tended  toward  a monopoly 
which  would  be  taken  advantage  of  to 
serve  only  the  selfish  purposes  of  man- 
agements and  stockholders  and  which 
would  compel  the  public  to  pay  higher 
prices  for  service  than  would  be  the  case 
under  competitive  conditions.  Because 
of  this  all  proposed  combinations  were 
looked  upon  with  suspicion  and  statutes 
enacted  for  the  purpose  of  preventing 
monopoly  in  industry  were  made  to  ap- 
ply to  all  new  proposals  for  railroad 
consolidations. 

The  maintenance  of  competition  as  a 
means  of  securing  cheaper  and  more  sat- 
isfactory service,  until  recent  years,  ap- 
plied to  public  utility  as  well  as  to  rail- 
road and  industrial  companies.  In  the 
case  of  the  public  utility  companies, 
when  it  became  clear  that  competition 
increased  the  cost  of  service  to  the  pub- 
lic, especially  because  it  resulted  in  un- 
necessary duplication  of  facilities  and 
thus  required  returns  to  be  earned  on 
excessive  property  values,  and,  further, 
when  it  became  clear  also  that  the  pub- 
lic could  be  protected  against  unfair 
charges  service  by  a proper  system 
of  public  regulation,  the  policy  of  com- 
petition was  gradually  abandoned  and 
the  policy  of  complete  monopoly  under 
public  regulation  was  established.  At 
the  present  time  gas,  electric,  street 
railway  and  telephone  service  is  fur- 
nished quite  generally  throughout  the 
country  by  companies  each  one  of 
which  has  a monopoly  of  the  business 
in  the  field  in  which  it  operates  and 
each  of  which,  in  turn,  is  subject  to 
such  regulation  as  is  believed  to  be 


necessary  to  protect  the  public.  To  a 
large  extent  the  utility  companies  have 
surrendered  voluntarily  their  special 
franchises  and  have  accepted  indetermi- 
nate franchises  in  their  places  with  the 
understanding,  amounting  to  an  agree- 
ment, that  each  company  is  to  have  the 
sole  occupancy  of  the  field  in  which  it 
operates  and  that  it  will  be  allowed  to 
charge  such  rates  as  may  be  necessary 
to  produce  a fair  return  upon  the  prop- 
erty it  devotes  to  the  service. 

The  progress  that  has  been  made  in 
the  regulation  of  public  utilities  under 
these  conditions  has  been  due  primarily 
to  the  fact  that  principles  of  regulation 
have  been  adopted  which  recognize  that 
the  public  which  is  served  and  the  own- 
ers of  the  property  which  furnish  the 
service  have  both  rights  and  obligations 
w’hich  are  clearly  defined.  The  public 
is  entitled  to  be  served  at  a reasonable 
cost;  the  owners  of  the  property  are 
entitled  to  a fair  compensation  for  the 
use  of  their  properties.  The  public 
which  is  served  is  obligated  to  pay  for 
the  service  it  receives  an  amount  suffi- 
cient to  cover  the  expenses  incident  to 
efficient  operation  and  adequate  mainte- 
nance of  property,  and  sufficient  also  to 
provide  a fair  return  upon  the  value  of 
the  property  used  in  providing  the  serv- 
ice. The  owners  of  the  property  are 
obligated  to  furnish  adequate  service  at 
rates  that  will  yield  a fair  return  but  no 
more  than  a fair  return  on  the  value  of 
the  property.  A fair  return  on  a cap- 
italization which  is  equal  to  the  value  of 
the  property  is  recognized  both  by  the 
public  and  by  the  owners  as  a part  of 
the  cost  of  service  and  there  is  common 
agreement  that  the  rates  shall  be  made 
to  cover  such  cost  and  no  more  and  no 
less.  This  method  of  rate  making  is 
the  service-at-cost  method,  whether  so 
termed  or  not.  It  represents  a policy 
of  rate  making  which,  wherever  admin- 
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istered  with  intelligence  and  thorough- 
ness in  relation  to  public  utility  compa- 
nies, has  proved  generally  successful 
and  satisfactory. 

While  the  policy  of  monopoly  under 
public  regulation  was  thus  becoming 
established  for  the  utilities,  the  policy  of 
competition  under  public  regulation 
was  persistently  maintained  for  the  rail- 
roads. The  regulation  of  the  railroads 
under  these  conditions  proved  gener- 
ally-less  satisfactory  than  the  regula- 
tion of  the  utilities.  For  the  railroads 
there  was  no  single  authority,  as  in  the 
case  of  the  utilities,  invested  with  the 
duty  and  the  power  of  determining  and 
establishing  rates  which  would  produce 
the  income  to  which  the  owners  of  the 
property  were  entitled.  The  utilities 
were  regulated  for  the  most  part  by 
a single  authority;  the  railroads,  on  the 
other  hand,  were  regulated  by  commis- 
sions in  the  several  states  in  which  they 
are  located  and  also  by  the  Interstate 
Commerce  Commission  with  relation 
to  their  interstate  activities. 

II 

From  about  the  year  1910  there  de- 
veloped a growing  appreciation  of  the 
fact  that  the  railroad  policy  of  the  coun- 
try was  leading  towards  disaster  for  the 
railroads  and  the  public  alike.  The  rea- 
sons for  this  fact  were  not  then  w'holly 
understood.  It  was  understood  that  the 
difficulty  was  due  in  part  to  an  unsound 
and  inadequate  system  of  public  regula- 
tion. It  w^as  not  so  generally  under- 
stood that  a railroad  system,  composed 
of  units  so  widely  different  from  each 
other  in  their  operating  and  financial 
characteristics  as  were  the  units  com- 
prising the  railroad  system  of  the 
United  States,  could  not  be  satisfac- 
torily regulated  by  any  regulatory  sys- 
tem which  could  be  devised. 

The  gravity  of  the  railroad  situation 
had  Increased  to  such  an  extent  by  1915 


as  to  lead  President  Wilson  to  use  the 
following  words  in  a special  message  to 
Congress  on  December  7th  of  that 
year:  “The  transportation  problem  is 

an  exceedingly  serious  and  pressing  one 
in  this  country.  There  has  from  time 
to  time  of  late  been  reason  to  fear  that 
our  railroads  would  not  much  longer  be 
able  to  cope  with  it  successfully,  as  at 
present  equipped  and  coordinated.” 

In  response  to  this  message  Congress 
created  a special  fact-finding  committee 
of  its  own  members  w'hich  became 
known  as  the  Newlands  Committee. 
This  Committee  in  the  summer  of  1916 
began  an  extensive  study  of  the  railroad 
problem.  Before  it  had  finished  its  in- 
vestigations the  railroads  were  taken 
over  by  the  Government.  The  work  of 
the  Newlands  Committee  w^as  never 
completed.  Congress  continued,  never- 
theless, through  committees  of  the  Sen- 
ate and  the  House,  to  investigate  the 
problem,  proceeding  along  the  lines 
initiated  by  the  Newlands  Committee. 
The  Transportation  Act,  enacted  into 
law  in  March,  1920,  gave  expression  to 
conclusions  based  upon  the^^e  various 
investigations. 

Throughout  this  long  period  of  in- 
vestigation no  one  factor  was  so  much 
emphasized  as  the  necessity  of  provid- 
ing income  adequate  for  a fair  return 
for  all  railroads  wffiich  were  to  continue 
to  serve  the  public.  It  \vas  clear  that 
unless  rates  were  made  w'hich  would 
provide  such  income  it  would  be  impos- 
sible to  maintain  credit  on  a basis  which 
would  enable  the  railroads  to  obtain  the 
new  capital  they  must  have  if  they  were 
to  expand  their  facilities  to  keep  pace 
with  the  growing  requirements  of  indus- 
try and  commerce.  It  was  clear  also 
that  the  railroads  would  not  be  able  to 
secure  income  sufficient  to  restore  and 
maintain  their  credit  unless  new  legisla- 
tion should  be  enacted  which  would 
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establish  a definite  and  sound  policy  of 
rate  making  and  such  further  legislation 
as  would  lead  to  a reorganization  of  the 
railroad  systems  of  the  country  which 
would  make  its  units  substantially  uni- 
form in  character  and  thus  equally  re- 
sponsive to  whatever  regulatory  system 
should  be  established. 

In  considering  the  legislation  neces- 
sary to  accomplish  these  results  the  facts 
with  which  it  was  necessary  to  deal  be- 
came clearly  established,  as  well  as  the 
difficulties  to  be  overcome.  The  prin- 
ciple had  been  long  established  by  the 
Federal  Constitution  and  interpreted 
and  enforced  on  numerous  occasions 
by  the  highest  courts  that  the  owners 
of  property  used  in  the  public  service 
were  entitled  to  receive  a fair  return 
upon  the  value  of  their  property.  Con- 
sequently every  railroad  corporation,  if 
it  was  efficiently  managed,  was  consti- 
tutionally entitled  to  a fair  return  upon 
the  value  of  its  property,  and  every 
railroad  was  entitled  to  the  same  rate 
of  return  as  every  other  road,  for  a 
fair  rate  of  return  for  one  is  within  the 
intent  of  the  Constitution  a fair  rate  of 
return  for  all. 

In  order  that  all  railroads,  operating 
as  they  do  under  different  conditions 
and  circumstances,  may  receive  the  same 
rate  of  return  it  would  appear  neces- 
sary to  provide  for  each  road  a sep- 
arate system  of  rates  based  upon  its 
particular  requirements.  Rate  making 
on  this  basis,  however,  was  not  consid- 
ered by  or  even  suggested  to  the  com- 
mittees of  Congress  which  were  con- 
cerned with  the  subject,  a fact  which 
may  be  taken  as  conclusive  evidence  of 
Its  impracticability.  Although  it  was 
recognized  that  conditions  of  operation 
k’aried  with  the  different  roads  and,  con- 
;equently,  that  nothing  other  than  a 
leparate  system  of  rates  for  each  road 
vould  suffice  to  give  each  road  the  same 


rate  of  return  as  that  received  by  every 
other  road,  yet  it  was  at  the  same  time 
recognized  that  rates  could  not  be  made 
for  individual  roads;  on  the  contrary, 
it  was  recognized  that  there  must  be 
rates  which  would  be  substantially  uni- 
form for  all  roads  operating  within  a 
given  district  regardless  of  the  indi- 
vidual requirements  of  the  separate 
roads.  That  roads  could  not  success- 
fully compete  for  the  same  business  ex- 
cept under  the  same  rates  was  obvious. 
Rates  for  competitive  business  must, 
therefore,  be  the  same.  That  indus- 
tries in  different  sections  of  the  coun- 
try generally  could  not  compete  suc- 
cessfully with  each  other  except  un- 
der similar  transportation  charges  for 
similar  service,  while  not  as  obvious, 
was  nevertheless  recognized  to  a large 
extent  to  be  a fact.  Rates,  therefore, 
must  be  substantially  uniform  for  non- 
competitive as  well  as  for  competitive 
business. 

It  was  thus  seen  to  be  necessary  to 
establish  a substantial  uniformity  of 
rates  throughout  a given  territory,  and 
to  determine  the  basis  upon  which  the 
rates  should  be  established.  It  was 
clear  that  the  requirements  of  those  rail- 
roads, the  operating  costs  of  which  were 
above  the  average  of  all  roads  within 
the  district,  could  not  be  the  sole  basis 
for  rates,  for  rates  on  this  basis  would 
produce  for  the  railroads  as  a whole 
more  than  the  required  return,  and 
would  compel  the  public  to  pay  more 
than  the  total  cost  of  the  service  ren- 
dered. On  the  other  hand,  it  was  like- 
wise clear  that  the  requirements  of  those 
roads  in  the  district,  which,  because  of 
their  circumstances,  were  able  to  oper- 
ate at  a cost  lower  than  the  average  for 
all  roads  of  the  district,  could  not  be 
the  sole  basis  of  rates,  for  rates  on  this 
basis  would  produce  for  the  railroads 
as  a wffiole  less  than  the  required  return. 
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and  the  public  would  thus  pay  less  than 
the  total  cost  of  the  service  rendered. 

It  was  inevitable  that  the  rates  must 
be  based  upon  average  requirements, 
and  that  the  correct  level  of  rates  could 
be  determined  only  by  taking  into  ac- 
count the  combined  requirements  of  all 
the  roads  in  any  given  district.  In  other 
words,  it  became  clear  that  rates  must 
be  made  with  reference  to  the  total  re- 
quirements of  all  the  roads  of  a given 
district  even  though  from  rates  thus 
made  some  roads  would  obtain  more, 
and  other  roads  less  than  was  necessary 
for  the  fair  return  upon  their  respective 
properties.  By  establishing  rates  on 
the  basis  of  the  total  requirements  of 
all  roads  within  the  territory,  the  public 
would  pay  and  the  railroads  as  a whole 
would  receive  the  total  cost  of  trans- 
portation within  the  territory  to  which 
the  rates  applied,  and  at  the  same  time 
the  public  would  be  protected  against 
paying  in  rates  an  amount  in  excess  of 
such  cost. 

That  Congress  recognized  the  neces- 
sity of  establishing  rates  upon  the  basis 
of  the  combined  requirements  of  groups 
of  roads,  is  made  clear  by  Section 
15(a)  of  the  Transportation  Act  which 
is  as  follows: 

“In  the  exercise  of  its  power  to  prescribe 
just  and  reasonable  rates  the  Commission 
shall  initiate,  modify,  establish  or  adjust  such 
rates  so  that  carriers  as  a whole  (or  as  a 
whole  in  each  of  such  rate  groups  or  terri- 
tories as  the  Commission  may  from  time  to 
time  designate)  will,  under  honest,  efficient 
and  economical  management  and  reasonable 
expenditure  for  maintenance  of  way,  struc- 
tures and  equipment,  earn  an  aggregate,  an- 
nual net  railway  operating  income  equal,  as 
nearly  as  may  be,  to  a fair  return  upon  the 
aggregate  value  of  the  railroad  property  of 
such  carriers  held  for  and  used  in  the  service 
of  transportation.” 

The  principle  of  rate  making  thus 
prescribed  for  the  railroads  Is  identical 
with  the  principle  which  had  been  used 
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for  the  utilities — the  service-at-cost 
principle.  In  the  case  of  the  utilities, 
all  the  operating  costs  and  maintenance 
charges,  and  the  value  of  all  property 
in  the  district  to  which  the  rates  apply, 
are  taken  into  account  in  the  making  of 
the  rates.  In  the  case  of  the  railroads 
also,  all  the  operating  costs  and  main- 
tenance charges,  and  the  value  of  all  the 
property  in  the  district  to  which  the 
rates  apply,  are  taken  into  account.  In 
the  case  of  the  utilities  it  is  not  mate- 
rial if  some  parts  of  the  property  earn 
less  and  other  parts  earn  more  than  a 
fair  return  upon  their  value,  provided 
that  the  total  earnings  of  all  the  parts 
of  the  property  produce  for  its  owners 
a fair  return  upon  its  whole  value.  It 
is  not  material  because  there  is  a 
monopoly — a common  ownership  inter- 
est in  all  parts  of  the  property — and  a 
failure  of  one  part  to  earn  its  fair  re- 
turn is  offset  by  the  fact  that  another 
part  w'ill  earn  more  than  its  fair  return. 
In  the  case  of  the  railroads,  likewise,  if 
there  were,  as  in  the  case  of  the  utilities, 
a monopoly  and  thus  a common  owner- 
ship interest  in  all  the  railroad  property 
in  the  district,  it  would  not  be  material 
if  some  parts  of  the  property  earned 
less  and  other  parts  earned  more  than 
a fair  return  upon  their  value,  provided 
that  the  total  earnings  of  all  parts  of 
the  property  produced  a fair  return 
upon  its  total  value. 

In  the  case  of  the  utilities  a single 
ownership  of  the  utility  property  within 
the  district  was  necessary,  because  the 
fact  of  several  separately-owned  prop- 
erties within  a territory  so  limited  as 
that  usually  served  by  a utility  made 
necessary  a duplication  of  facilities  with 
a resultant  excessiv^e  burden  of  cost 
upon  the  public  not  adequately  offset  by 
any  benefits  commonly  ascribed  to  com- 
petition. In  the  case  of  the  railroads, 
however,  where  the  rate  district  is  of 
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necessity  much  more  extensive,  and 
where  there  is  a greater  diversity  in  the 
operating  conditions  which  surround 
different  parts  of  the  industry,  there  is 
a common  belief  that  some  competition 
can  be  preserved  without  costly  duplica- 
tion of  facilities,  and  that  under  such 
circumstances  competition  will  afford 
certain  advantages  to  which  the  public 
is  entitled.  In  the  case  of  the  railroads, 
therefore,  provision  is  made  for  pre- 
serving such  competition  as  may  be  ex- 
pected to  improve  the  quality  and 
decrease  the  cost  of  service  and  thus 
be  consistent  with  the  fundamental  pur- 
pose of  the  Transportation  Act.  But 
the  fact  that  there  is  to  be  competition 
instead  of  monopoly  means  that  there 
are  to  be  separately-owned  properties  in- 
stead of  a common  ownership  of  all  rail- 
road property  within  the  district.  The 
existence  of  several  separately-owned 
properties  obviously  renders  it  more 
difficult  to  apply  the  service  at  cost  prin- 
ciple of  rate  making  to  the  railroads 
than  to  the  utilities.  Where  there  is  to 
be  a diversity  of  ownership  it  is  not  suf- 
ficient that  the  total  railroad  income 
within  the  district  shall  be  sufficient  for 
a fair  return  upon  the  total  value  of  the 
railroad  property.  It  is  necessary  also 
that  each  separately-owned  property,  if 
efficiently  operated,  shall  receive  a fair 
return  upon  its  value.  Unless  this  shall 
be  the  fact,  there  will  be  some  railroads 
which,  because  of  insufficient  income, 
will  be  incapable  of  giving  adequate 
service,  and  there  will  be  some  owners 
who  will  be  deprived  of  the  fair  return 
to  which  they  are  constitutionally  en- 
titled. 

Ill 

The  provision  for  consolidations  was 
the  logical  result  of  the  rate-making 
method  adopted  by  the  Transportation 
Act.  Rates  are  to  be  made  for  each 
rate  district  w'hich  shall  produce  a fair 


return  on  the  aggregate  value  of  all  rail- 
road property  within  the  district,  but 
without  regard  to  the  ownership  of  in- 
dividual properties.  Under  this  method 
of  rate  making  the  public  is  to  pay  trans- 
portation charges  designed  to  be  suflS- 
cient  to  provide  adequate  transporta- 
tion in  all  parts  of  the  territory.  In 
return  for  such  payment  the  public  is 
obviously  entitled  to  receive  adequate 
service  from  property  wherever  located 
in  the  territory.  The  owners  of  the  rail- 
road property,  considered  as  one  group, 
having  received  income  sufficient  to 
cover  the  cost  of  furnishing  adequate 
transportation  service  everywhere 
throughout  the  district,  are  under  obli- 
gation to  furnish  such  service  for  which 
the  public  has  paid.  The  ownership  of 
all  of  the  property  in  the  rate-making 
district  must  be  distributed  among  dif- 
ferent owners,  therefore,  so  that  the 
owners  of  property  which  receiv^es 
more  than  the  fair  return  under  the  es- 
tablished rates,  shall  have  also  an  in- 
terest in  the  ownership  of  the  parts  of 
the  property  which  receiv'e  less  than 
such  fair  return. 

The  Interstate  Commerce  Commis- 
sion, by  the  provisions  of  the  Act,  is  to 
determine  by  its  plan  of  consolidations 
what  readjustments  in  the  ownerships 
of  the  various  properties  are  required 
to  accomplish  this  purpose.  The  terms 
upon  which  these  readjustments  of  own- 
ership shall  be  made,  however,  are  left 
for  the  determination  of  the  owners  of 
the  various  properties,  subject  to  the 
approval  of  the  Interstate  Commerce 
Commission.  It  may  be  said  that  the 
public  Is  not  concerned  with  the  terms 
in  accordance  with  which  these  readjust- 
ments of  ownership  shall  be  brought 
about,  but  it  is  vitally  concerned  In  their 
accomplishment  on  some  basis,  since 
only  thus  will  the  public  be  assured  of 
the  service  for  which  it  has  paid. 


Ill 
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The  intent  of  the  Transportation 
Act  as  to  the  predominant  purpose  of 
consolidations  is  shown  by  Section  5, 
which  is  as  follows: 

“(4)  The  Commission  shall,  as  soon  as 
practicable,  prepare  and  adopt  a plan  for  the 
consolidation  of  the  railway  properties  of  the 
continental  United  States  into  a limited  num- 
ber of  systems.  In  the  division  of  such  rail- 
ways into  such  systems  under  such  plan,  com- 
petition shall  be  preserved  as  fully  as  possible, 
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service  to  the  people  of  the  territory 
which  it  serves.  It  is  thus  apparent 
that  the  consolidation  provisions  of  the 
Transportation  Act  are  of  funda- 
mental importance,  and  that  a failure 
to  accomplish  consolidations  as  indi- 
cated will  make  impossible  the  success- 
ful application  of  the  service-at-cost 
method  of  rate  making  which  is  now 
prescribed  for  the  railroads. 

While  it  is  clear  that  the  immediate 


and  channels  of  trade  and  commerce  shall  be 
maintained.  Subject  to  the  foregoing  require- 
ments, the  several  systems  shall  be  so  arranged 
that  the  cost  of  transportation  as  between 
competitive  systems  and  as  related  to  the  val- 
ues of  the  properties  through  which  the  serv- 
ice is  rendered  shall  be  the  same,  so  far  as 
practicable,  so  that  these  systems  can  employ 
uniform  rates  in  the  movement  of  competitive 
traffic  and  under  efficient  management  earn 
substantially  the  same  rate  of  return  upon  the 
value  of  their  respective  railway  properties.” 

The  two  sections  of  the  Transporta- 
tion Act  quoted  herein  are  the  new  leg- 
islation enacted  by  Congress  for  the 
purpose  of  re-establishing  and  maintain- 
ing the  credit  of  the  railroads  so  that 
they  may  provide  adequate  transporta- 
tion service  for  the  people  of  the  United 
States.  The  first-quoted  paragraph  im- 
poses upon  the  Interstate  Commerce 
Commission  the  duty  of  establishing 
rates  which,  in  accordance  with  the 
principle  of  service-at-cost,  shall  require 
the  public  to  pay  an  amount  neither 
more  nor  less  than  is  sufficient  for  the 
needs  of  the  railroads  as  a whole.  The 
last-quoted  paragraph  imposes  upon  the 
Commission  the  duty  of  leadership 
towards  action  to  be  taken  by  the  rail- 
roads themselves  which  shall  create 
railroad  systems  of  such  uniform  char- 
acter that  each  system,  if  well  man- 
aged and  efficiently  operated,  will  be 
able  to  derive  from  uniform  rates  an 
income  which  will  re-establish  and 
maintain  its  individual  credit  so  that  It 
can  provide  adequate  transportation 


and  primary  purpose  of  the  consolida- 
tion provisions  of  the  Transportation 
Act  is  to  terminate  the  separate  owner- 
ship of  railroad  properties  which  by 
themselves  will  be  incapable  of  secur- 
ing from  average  rates  an  income  ade- 
quate for  their  fair  return,  and  because 
of  this  fact  will  be  incapable  of  furnish- 
ing adequate  service,  yet  it  is  clear  also 
that  consolidations  will  serve  other 
purposes  of  equal  if  not  greater  im- 
portance. 

There  are  roads  which  perform  a 
considerable  part  of  the  country’s  trans- 
portation business  which  are  average 
roads  from  an  operating  point  of  views 
but  which,  with  their  present  capitaliza- 
tion w'ill,  nevertheless,  be  roads  of  poor 
credit  even  though  they  receive  an  in- 
come sufficient  for  a fair  return  upon 
their  respective  properties.  To  estab- 
lish the  credit  of  such  roads  It  is  neces- 
sary that  they  not  only  receive  the  in- 
come to  W’hich  they  are  entitled,  but  that 
their  capitalization  shall  become  prop- 
erly related  to  the  value  of  their  prop- 
erties, and  that  adjustments  of  capital- 
ization shall  be  made  so  as  to  establish 
the  sound  and  well-understood  relation- 
ship betw’een  capital  stock  and  obliga- 
tions bearing  fixed  charges.  Such 
changes  and  adjustments  of  capitaliza- 
tion are  difficult  or  Impossible  under 
ordinary  circumstances.  In  the  process 
of  consolidation,  however,  over-cap- 
italization W’ill  be  eliminated  since  the 


V 


146 


HARVARD  BUSINESS  REVIEW 


Transportation  Act  requires  that  the 
total  capitalization  of  a consolidated 
company  shall  not  exceed  the  total  rate- 
making value  of  the  combined  proper- 
ties. Moreover,  the  act  of  consolida- 
tion will  furnish  the  occasion  for  estab- 
lishing a sound  relationship  between 
obligations  and  capital  stoqk.  This  re- 
adjustment of  capitalization  is  a more 
important  factor  in  re-establishing  rail- 
road credit  generally  than  is  the  factor 
of  terminating  the  independent  opera- 
tion and  ownership  of  roads  which  are 
unable  to  obtain  adequate  income  from 
av'erage  rates,  for  it  concerns  roads 
which  perform  a larger  part  of  the 
country’s  transportation  business.  A 
further  effect  of  consolidations  will  be 
to  bring  about  such  unification  and  cor- 
relation of  properties  as  will  make  pos- 
sible a maximum  of  service  with  a mini- 
mum of  facilities,  and  the  realization  of 
various  economies  in  operation  which 
are  conceded  to  be  possible  under  a 
more  unified  management  and  opera- 
tion. 

To  provide  a system  of  rate  making 
which  requires  the  public  to  pay  charges 
sufficient  to  maintain  the  credit  of  the 
railroads  as  a whole,  and  to  apply  such 
a system  of  rate  making  to  a transporta- 
tion system,  which,  solely  because  of  the 
way  in  which  its  ownership  is  divided, 
will  not  have  in  all  of  its  parts  the  credit 
necessary  for  the  full  performance  of 

the  service  which  has  been  paid  for 

to  a transportation  system  moreover, 
which  is  not  capable  of  serving  the  pub- 
lic ^ with  the  efficiency  and  economy 
which  is  possible — will  eventually  lead 
to  such  dissatisfaction  with  public  reg- 
ulation as  to  seriously  endanger  the 
continuance  of  private  management. 
Adjustments  in  the  rate  structure  and 
in  ownership  are  both  necessary  in  or- 
der that  conditions  may  be  created 
which  will  make  possible  effective  reg- 


ulation. Adjustments  of  such  char- 
acter and  extent  cannot  be  made  over- 
night. 

IV 

To  expect  an  immediate  realization 
of  all  the  benefits  which  the  Transporta- 
tion Act  makes  possible  is  to  expect  the 
impossible.  Although  the  Interstate 
Commerce  Commission,  immediately 
upon  the  passage  of  the  Transportation 
Act  in  March,  1920,  undertook  the  task 
of  establishing  rates  which  should  pro- 
duce a fair  return  upon  the  value  of 
railroad  property  in  each  of  the  several 
designated  sections  of  the  country,  such 
fair  return  has  not  been  realized.  The 
unprecedented  business  depression,  be- 
ginning in  the  closing  months  of  1920 
and  extending  well  into  the  year  1922, 
so  reduced  the  volume  of  traffic  that 
even  the  higher  rates  which  were  estab- 
lished failed  to  produce  for  the  rail- 
roads as  a whole  an  income  large 
enough  to  cover  the  cost  of  the  service 
they  rendered.  In  fact  there  are  but 
few  individual  roads  for  which  the  rates 
have  proved  sufficient. 

Despite  the  fact  that  these  rates  have 
failed  to  produce  the  income  intended 
and  expected  there  has  been  vigorous 
complaint  in  some  sections  of  the  coun- 
try that  rates  are  too  high  to  allow 
many  important  industries  to  prosper, 
and  there  is  already  a demand  in  some 
quarters  that  the  rate-making  provi- 
sions of  the  Transportation  Act  be  re- 
pealed. It  may  well  be  pointed  out  that 
the  repeal  of  these  provisions  would  in 
no  way  remove  or  alter  the  necessity 
for  a railroad  income  sufficient  to  cover 
the  cost  of  service  rendered  by  the  rail- 
roads, including  as  a part  of  such  cost 
a fair  return  upon  the  value  of  railroad 
property.  Whether  the  railroads  are 
owned  and  operated  privately  or  are 
owned  and  operated  by  the  Govern- 
ment, rates  must  be  made  which  will 
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cover  the  cost  of  service  if  the  railroads 
are  to  be  self-sustaining.  If  the  users 
of  the  service  are  not  to  be  required  to 
pay  rates  which  will  cover  its  cost,  then 
the  deficiency  caused  by  inadequate  rates 
must  be  supplied  from  some  other 
source,  since  railroad  service  is  no  ex- 
ception to  the  rule  that  the  cost  of  pro- 
duction must  be  covered  if  production  is 
to  continue.  The  only  source  of  rail- 
road income  other  than  rates  is  general 
taxation  and  it  is  inconceivable  that  rail- 
road income  can  be  derived  from  gen- 
eral taxation  under  conditions  other 
than  those  of  Government  ownership. 

It  may  well  be  admitted  that  there 
are  inequalities  and  injustices  in  the 
present  rates.  It  is  doubtless  true  that 
some  commodities  are  charged  rates  so 
high  as  to  retard  or  prevent  their  move- 
ment with  profit  to  the  shippers;  that 
other  commodities  could  bear  higher 
rates  than  those  now  imposed  without 
seriously  affecting  their  movement  and 
without  absorbing  all  of  the  profit  aris- 
ing from  their  production  and  sale.  It 
will  be  conceded  generally  that  many 
rate  adjustments  are  necessary  for  the 
welfare  of  both  the  railroads  and  indus- 
try and  that  it  is  imperative  that  adjust- 
ments of  individual  rates  be  made  from 
time  to  time  so  that  rates  upon  different 
commodities  are  decreased  or  increased 
as  shall  be  found  to  be  necessary  or  pos- 
sible in  accordance  with  the  principle 
that  the  necessities  of  industries  are  to 
control  the  rate  levels.  The  fact  that 
rate  inequalities  and  injustices  exist  and 
must  be  corrected  does  not  lead  to  the 
conclusion,  however,  that  rates  as  a 
whole,  when  adjusted  to  the  necessities 
of  industry,  cannot  be  made  to  support 
the  cost  of  transportation  under  usual 
conditions  of  Industrial  prosperity;  nor 
does  it  alter  the  fact  that  unless  rates 
produce  adequate  railroad  income,  de- 
pendence must  be  placed  upon  general 


taxation,  the  inevitable  result  of  which 
will  be  Government  ownership  and 
operation.  The  rate  problem  is  a prob- 
lem of  administration;  its  solution  does 
not  require  a change  in  the  method  of 
rate  making  now  prescribed  by  law. 

V 

To  the  matter  of  consolidations  also, 
the  Interstate  Commerce  Commission, 
soon  after  the  passage  of  the  Trans- 
portation Act,  turned  its  attention;  the 
Commission  has  prepared  and  published 
a tentative  grouping  of  the  railroads  of 
the  country  into  a few  large  systems  in 
accordance  with  the  requirements  of  the 
Act.  Hearings  are  now  being  held  in 
different  parts  of  the  country  by  the  In- 
terstate Commerce  Commission  and  by 
various  other  organizations  with  a view 
to  obtaining  all  possible  data  which  will 
assist  in  determining  the  plan  finally  to 
be  adopted.  The  lines  along  which  the 
final  plan  shall  be  dev'eloped  are  clearly 
indicated  by  the  Act  itself.  Its  intent  is 
to  create  in  the  several  rate  districts 
railroad  systems  each  of  which  will  con- 
form in  large  measure  to  the  operating 
and  financial  characteristics  of  all  the 
railroads  of  the  district  considered  as  a 
unit.  There  are  a number  of  railroads 
already  in  each  district,  largely  the  re- 
sults of  consolidations  or  ownership 
relations  established  before  the  anti- 
trust laws  became  operative,  which  ap- 
pear to  fulfil  every  requirement  of  the 
consolidation  provisions  of  the  Trans- 
portation Act.  These  systems  repre- 
sent average  operating  conditions  of  the 
rate-making  district  in  which  they  are 
located.  Furthermore,  these  systems 
are  so  soundly  capitalized  as  to  have 
earned  the  confidence  of  the  public. 
Obviously,  such  systems  should  be  dis- 
turbed as  little  as  possible  in  any  plan 
of  consolidations.  The  purposes  of  the 
Act  will  be  serv’ed  best  by  a plan  of  con- 
solidations which  leaves  these  systems 
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for  the  most  part  undisturbed  and 
groups  the  remaining  roads  in  the  dis- 
trict into  systems  of  similar  operating 
advantages  and  financial  strength. 

The  tables  containing  the  operating 
and  traffic  statistics,  in  the  following 
pages,  show  the  characteristics  of  aver- 
age systems  in  that  part  of  the  Eastern 
Rate  District  known  as  “Central 
Freight  Association  and  Trunk  Line” 
territory.  They  show  the  similarity  of 
two  of  the  existing  systems  to  the  aver- 
age and  they  indicate  the  standard  with 
w'hich  new  systems  must  comply.  Cen- 
tral Freight  Association  and  Trunk 
Line  territory  is  that  part  of  the 
United  States  which  may  be  described 
generally  as  bounded  by  the  Hudson 
River  on  the  East,  the  Mississippi 
River  on  the  West,  the  Canadian  bor- 
der on  the  North,  the  Ohio  River  and 
the  lines  of  the  Norfolk  & Western 
Railroad  system. on  the  South. 

There  are  in  this  territory  48,563 
miles  of  railroad.  The  railroads  com- 
prising this  mileage,  for  the  year  1916, 
carried  156,451,509,148  tons  of 
freight  one  mile.  This  freight  was 
handled  at  an  average  rate  per  ton 
per  mile  of  $0.00625.  The  character 
of  the  tonnage  is  shown  by  the  tables. 
These  same  roads  also  carried  12,681,- 
573,217  passengers  one  mile.  The 
average  passenger  rate  per  mile  was 
$0.0189.  The  average  annual  railway 
operating  income  of  these  roads  for  the 
so-called  “Test  Period” — the  three 
years  ended  June  30,  1917 — was 

$1,299,886,525.  This  revenue  was 
used  or  was  available  for  the  following 
purposes  in  proportions  as  indicated: 

Used  for  all  operating  costs,  excluding 


maintenance  45% 

Used  for  maintenance 29% 

Available  for  fixed  charges,  dividends 
and  surplus  26% 


Total 100% 


In  the  year  1916  there  were  two 
railroad  systems  in  this  district,  the 
New  York  Central  and  the  Pennsyl- 
vania, which  with  their  subsidiary  com- 
panies carried  81,226,317,130  tons  of 
freight  one  mile.  That  is  to  say,  these 
two  systems  handled  51.9%  of  the 
total  freight  traffic  of  the  district. 
They  carried  8,285,972,584  passengers 
one  mile,  which  is  equal  to  65.4%  of 
the  passenger  traffic  of  the  district.  The 
average  annual  railway  operating  in- 
come of  these  two  systems  for  the  three 
years  ended  June  30,  1917,  was  $729,- 
939*396,  equal  to  56%  of  the  total  of 
the  district.  The  table  on  the  next  page 
shows  the  similarity  of  the  tonnage  of 
these  roads  to  that  of  the  combined 
roads  of  the  district;  the  similarity  of 
the  rates  for  carrying  both  passenger 
and  freight;  the  similarity  in  the  density 
of  traffic,  and  the  similar  use  made  of 
the  railway  operating  income. 

The  similarity  of  the  combined  New 
York  Central  and  the  Pennsylvania 
systems  to  the  average  of  the  district  is 
clear  from  this  comparison.  These  two 
systems  together,  compared  w’ith  the 
average,  handled  traffic  of  different 
kinds  in  almost  the  same  proportions,  at 
the  same  rates  and  wfith  the  same  finan- 
cial results.  It  is  railroad  systems  of 
this  character  which  carry  out  the  pur- 
pose and  intention  of  the  Transporta- 
tion Act. 

In  a tentative  plan  of  railroad  con- 
solidations prepared  by  the  w-riter  and 
published  by  the  Investment  Bankers 
Association  of  America,  in  November, 
1921,  the  roads  in  the  Eastern  District 
were  grouped  into  four  systems.  The 
New  York  Central  and  the  Pennsylva- 
nia were  designated  as  two  of  these  sys- 
tems with  but  few  additions  or  changes 
to  their  existing  mileage.  A large  part 
of  the  remaining  roads  were  grouped  to- 
gether to  make  up  the  other  two  sys- 
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OPERATING  AND  FINANCIAL  STATISTICS  j 

CLASSIFICATION  OF  TONNAGE— YEAR  ENDED  JUNE 

30.  1916 

NEW  YORK  CENTRAL 

COMBINED  ROADS, 

AND  PENNSYLVANIA 

Products  of 

EASTERN  DISTRICT 

SYSTEMS 

Agriculture  

6.9% 

6.9% 

Animals  

1.8 

1*9 

Mines  

58.7  , 

Forests  

4-5 

5*2 

Manufactures  

i8.8 

20.2 

Miscellaneous  

3-9 

3*2  ; 

L.  C.  L.  Goods 

4-0 

3-9  1 

Total 

1 00.0 

100.0 

TRAFFIC  DATA— YEAR  ENDED  JUNE  30,  1916 

t Ton  miles  per  mile  of  road 

3,429,786 

Passenger  miles  per  mile  of  road 

349>6i8  ^ 

Number  of  tons  per  train 

683 

697 

Rate  per  ton  mile 

$0.00625 

$0.00625 

Rate  per  passenger  mile 

?0.oi94 

1 

! USE  OF  OPERATING 

REVENUE— “TEST  PERIOD’ 

1 

' i 

Per  cent  operating  income  used  for  all 

Operating 

1 

1 

I costs  excluding  maintenance 

45*0 

45-6  1 

1 Per  cent  used  for  maintenance 

29.0 

29.6  ' 

Per  cent  available  for  fixed  charges, 

dividends, 

1 and  surplus 

24,8 

1 Total 

1 

1 

1 

100.0  j 

terns — the  Delaware  & Hudson,  the 
Ene,  and  the  Delaware,  Lackawanna 
& Western  forming  the  basis  of  one; 
and  the  Baltimore  & Ohio,  the  Reading, 
and  the  Lehigh  Valley,  forming  the 
basis  of  the  other.  7'he  tw’o  systems 
thus  formed  contained  roads  which  car- 
ried 68,402,068,084  tons  one  mile,  or 
43-7%  of  the  ton  miles  of  the  whole 
district.  The  four  systems  thus  carried 
95.6%  of  the  entire  freight  of  the  dis- 
trict. A combination  of  the  statistics  of 
the  various  roads  making  up  these  two 
new  systems  show’s  that  they  would  be 
very  close  to  the  average  of  the  district 
as  well  as  to  the  average  of  the  New 


York  Central  and  Pennsylvania,  or  to 
each  of  these  roads  considered  sep- 
arately. 

For  the  purpose  of  comparison  the 
average  figures  for  the  district  and  the 
figures  for  each  one  of  these  four  sys- 
tems or  groups  are  set  forth  in  the 
table  on  the  following  page. 

It  is  apparent  that  in  essential  respects 
the  four  systems  are  strikingly  sim- 
ilar to  each  other  and  that  all  four  are 
strikingly  similar  to  the  average  of  all 
roads  in  the  territory.  This  similarity 
extends  to  the  kinds  of  business  han- 
dled, to  the  density  of  traffic,  to  the  re- 
ceipts per  ton  and  per  passenger  per 


150 


HARVARD  BUSINESS  REVIEW 


V 


mile,  to  the  train  load,  and  to  the  uses 
made  of  the  operating  revenue.  Only 
in  the  matter  of  density  of  passenger 
traffic  is  there  any  substantial  variation 
from  the  average,  a variation  explained 
by  the  fact  that  the  two  proposed  new 
systems  are  to  be  composed  largely  of 
roads  which  in  their  past  operation  have 
had  no  opportunity  or  occasion  to  de- 
velop a through  passenger  business. 


In  the  Southern  Rate  District — that 
is,  the  territory  south  of  the  Potomac 
and  Ohio  Rivers  and  east  of  the  Mis- 
sissippi— the  situation  is  similar.  The 
existing  Southern  Railway  and  Atlantic 
Coast  Line-Louisville  & Nashville  sys- 
tems conform  closely  to  the  average  of 
the  district.  Likewise,  in  the  territory 
west  of  the  Mississippi  River  roadsdike 
the  Atchison,  Topeka  & Santa  Fe,  and 


1 

1 

OPERATING  AND 

FINANCIAL  STATISTICS 

[ 

CLASSIFICATION  OF  TONNAGE— YEAR  ENDED  JUNE  30.  1916 

LEHIGH 

1 

VALLEY — 

DELAWARE  AND  ^ 

COMBINED 

BALTIMORE 

HUDSON — 

, 

ROADS, 

NEW  YORK 

PENNSYL 

• AND  OHIO — 

ERIE — 

EASTERN 

CENTRAL 

VANIA 

READING 

LACKAWANNA 

' 

DISTRICT 

SYSTEM 

SYSTEM 

GROUP 

CROUP 

Products  of 

Agriculture 

6.9% 

9.0% 

5.6% 

6.3% 

8.7% 

! Animals  

1.8 

2.4 

1.5 

1.4 

2.1  i 

Mines  

6o.i 

56.6 

(XD.2 

63*3 

59.5 

Forests  

4-5 

4.8 

5-3 

4-1 

3-7 

Manufactures  

i8.8 

23-5 

18.3 

16.0 

19-3 

1 Miscellaneous  

3-9 

2.2 

3-8 

3-3 

3*1 

L.  C.  L,  Goods 

4.0 

1.5 

5.3 

5.6 

3.6 

Total 

1 00.0 

100.0 

I()0.0 

100.0 

100.0  i 

TRAFFIC  DATA— YEAR  ENDED  JUNE  30. 

1916 

1 

i Ton  miles  per  mile  of 

1 

road  

3,222,169 

2,980,738 

3,916,557 

3,630,145 

2,896,200  ' 

Passenger  miles  per  mile 

of  road 

261,181 

297.238 

406,739 

181,956 

171,869 

1 Number  of  tons  per  train 

683 

715 

682 

719 

656 

1 Rate  per  ton  mile 

$0.00625 

$0.00610 

$0,00638 

$0.00602 

$0.00613 

' Rate  per  passenger  mile. 

$0.0189 

$0.0195 

$0.0193 

$0.0187 

$0.0174 

USE  OF  OPERATING  REVENUE— “TEST  PERIOD" 

1 

Per  cent  operating  in- 

' 

1 come  used  for  all  ex- 

1 penses  excluding  main- 

! tcnance  

45.0 

44.8 

46.2 

44.0 

44-5 

Per  cent  used  for  mainte- 

nance  

29.0 

27.2 

31.6 

28.4 

28.0 

Per  cent  available  for 

fixed  charges,  divi- 

dends,  and  surplus. . . . 

26.0 

28.0 

22.2 

27.6 

27*5 

Total 

100.0 

100.0 

100.0 

100.0 

100.0 

i 

4 
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THE  PROBLEM  OF  RAILROAD  CONSOLIDATIONS 


the  group  made  up  of  the  Northern 
Pacific,  Great  Northern,  and  Chicago, 
Burlington  & Quincy  are  systems 
which  show  a close  similarity  to  the  av- 
erage of  all  roads  in  the  district.  In 
both  of  these  districts,  as  in  the  Eastern 
District,  there  are  thus  seen  to  be  sys- 
tems already  in  existence  which  so  well 
fulfil  the  purposes  for  which  consolida- 
tions are  to  be  undertaken  that  they 
should  be  preserved,  and  it  follow’s  that 
the  remaining  roads  should  be  treated 
as  additions  to  these  systems,  or 
grouped  so  as  to  form  other  systems  of 
similar  character. 

The  striking  similarity  between  the 
averages  made  from  the  combined  sta- 
tistics of  the  New  York  Central  and 
the  Pennsylvania  and  from  those  of  all 
roads  in  the  district,  as  shown  in  the 
preceding  tables,  need  not  be  a matter 
of  surprise;  in  fact,  it  would  be  a 
surprise  if  the  figures  were  not  sub- 
stantially alike.  This  similarity  is  the 
logical  result  of  the  way  the  two  sys- 
tems have  been  built  up  so  that  today 
they  extend  from  one  end  to  the  other 
of  the  rate  district  in  which  they  are 
located  and  thus  share  in  the  varied 
business  of  all  of  its  different  parts. 
They  cover  the  territory  so  completely 
that  they  experience  the  varied  operat- 
ing conditions,  both  favorable  and  un- 
favorable, which  are  bound  to  exist  in 
a territory  so  widely  extended.  They 
are  examples  of  the  kind  of  systems 
which  were  being  formed  before  the 
law  made  further  consolidations  prac- 
tically impossible. 

VI 

The  creation  of  consolidated  railroad 
systems  now  authorized  by  the  Trans- 
portation Act  is  nothing  more  than  a re- 
sumption of  the  process  of  building  up 
and  uniting  the  railroads  of  the  country 
which  have  or  which  can  develop  traffic 


interests  in  common — a process  which 
w’as  carried  on  voluntarily  by  railroad 
owners  themselves  so  long  as  it  was  per- 
mitted and  out  of  which  have  developed 
the  strongest  and  best  railroad  systems 
of  the  country.  The  Transportation 
Act  does  not  establish  a new  and  un- 
tried policy  in  respect  to  consolidations 
— it  merely  makes  possible  a continua- 
tion of  an  old  policy  and  a further  de- 
velopment along  the  clearly  defined 
lines  which  experience  has  shown  to  be 
of  advantage  both  to  the  railroads  and 
to  the  public. 

If  further  consolidations  are  not  un- 
dertaken the  railroad  problem  of  the 
country  will  not  be  solved  even  though 
rate  adjustments  are  so  made  that  the 
total  income  which  they  produce  is  suf- 
ficient to  support  the  railroads  of  the 
country  as  a whole.  Unless  a general 
plan  of  consolidation  becomes  effective 
there  will  continue  to  be  railroads, 
which  are  relied  upon  to  perform  an 
important  even  though  minor  part  of 
the  country’s  transportation,  w^hich  will 
be  unable  to  secure  income  sufficient  to 
enable  them  to  provide  the  service  re- 
quired of  them.  There  will  continue 
also  to  be  railroads  which  are  relied 
upon  to  perform  a greater  and  a sub- 
stantial part  of  the  country’s  business 
which,  though  securing  adequate  in- 
come, wmH  nevertheless  be  roads  of 
weak  credit  and  therefore  of  poor  per- 
formance because  of  their  unsound  cap- 
italization. There  will  continue  to  be 
the  interminable  controversies  over  the 
division  of  thousands  of  individual  joint 
rates  between  hundreds  of  individual 
roads.  There  will  continue  to  be  at- 
tempts to  limit  the  earnings  of  the  more 
successful  roads  to  a fair  return  on  the 
value  of  their  properties,  and  some  pro- 
vision will  be  considered  necessary  for 
the  “recapture”  of  a part  at  least  of  the 
income  which  exceeds  such  an  amount — 
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a procedure  which  raises  administrative 
difficulties  of  a serious  character. 
Moreover,  the  continued  existence  of 
roads  which,  through  past  financial  mis- 
management or  otherwise,  have  earned 
the  hostility  of  the  public  will  make  it 
more  difficult  to  secure  the  adoption  of 
a policy  of  regulation  without  unneces- 
sary restrictions  upon  management  and 
operation.  Conditions  arising  from  the 
mistakes  of  past  managements  of  such 
roads  will  continue  to  be  made  use  of 
to  create  the  belief  that  they  are  typical 
of  conditions  which  surround  railroads 
generally,  and  the  lack  of  confidence 
thus  created  in  railroad  managements 
will  result  in  greater  restriction  than 
otherwise  would  be  imposed.  So  long 
as  roads  of  this  character  continue  to 
occupy  a prominent  place  in  the  field  of 
transportation,  the  emphasis  given  to 
their  mistakes  will  serve  to  detract  at- 
tention from  a consideration  of  meas- 
ures necessary  to  remedy  conditions 
which  are  a handicap  to  successful  op- 
eration and  management — conditions 
which  are  beyond  the  control  of  man- 
agements to  correct.  Thus,  if  consoli- 
dations are  not  undertaken  many  of  the 
difficulties  which  have  surrounded  the 
railroads  in  the  past  will  persist. 

On  the  other  hand,  if  consolidations 
shall  be  undertaken  as  is  intended  by 
the  Transportation  Act,  many  of  these 
difficulties  will  disappear.  There  will 
be  no  roads  incapable,  under  efficient 
management,  of  securing  adequate  in- 
come from  rates  which  produce  an 
amount  sufficient  for  the  total  require- 
ments of  all  roads;  there  will  be  no 
roads  incapacitated  from  furnishing 
adequate  service  because  of  poor  credit 
due  to  unsound  capitalization;  the  prob- 
lem of  the  division  of  joint  rates  will  be 
reduced  to  comparatively  simple  terms 
because  of  the  small  number  of  the 
roads  concerned;  the  provision  of  the 


law  for  the  recapture  of  the  so-called 
excess  earnings  will  be  largely  unneces- 
sary; the  ill  repute  of  individual  roads, 
caused  by  their  past  mismanagement, 
will  be  mostly  forgotten  as  they  become 
parts  of  new  systems  and  capitalization 
is  made  consistent  with  property  values. 
Moreover,  such  consolidations  as  are 
intended  by  the  Transportation  Act  will 
inevitably  result  in  a decreased  duplica- 
tion of  facilities  and  in  various  econo- 
mies in  operation,  while  the  whole  prac- 
tice of  public  regulation  will  be  simpli- 
fied, since  it  will  apply  to  roads  which 
are  few  in  number  and  which  are 
largely  uniform  in  character.  Under 
such  conditions  regulatory  measures,  ex- 
isting or  proposed,  will  be  considered 
with  relation  to  their  effect  upon  roads 
which  have  been  so  managed  as  to  have 
justified  and  to  have  secured  a large 
measure  of  public  confidence  or  with  re- 
lation to  new  systems  which  give  prom- 
ise of  stability  and  success. 

To  make  it  possible  to  satisfactorily 
apply  the  service-at-cost  principle  of 
rate  making  to  the  railroads  of  the 
country,  to  readjust  capitalization  when 
necessary  in  conformity  with  sound 
standards  of  credit  so  that  all  roads 
serving  the  public  will  be  roads  of  finan- 
cial strength,  to  create  conditions  under 
which  the  traffic  of  the  country  can  be 
handled  with  the  greatest  efficiency  and 
economy,  to  secure  for  the  public  the 
benefits  of  competition  without  its  bur- 
dens— these  are  the  factors  involved  in 
the  matter  of  railroad  consolidations. 

In  the  light  of  all  that  Is  Involved  it 
is  apparent  that  no  single  consolidation 
is  a problem  by  itself.  Each  consolida- 
tion must  be  considered  in  relation  to 
the  whole  problem  of  so  reorganizing 
the  transportation  system  of  the  coun- 
try that  It  shall  consist  of  none  but 
strong  units  each  capable  of  attracting 
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to  itself  the  capital  it  needs  and  each 
capable  of  furnishing  the  service  to 
which  its  patrons  are  entitled.  Every 
consolidation  is  a part  of  the  problem  of 


creating  a transportation  system  of  such 
character  that  a continuation  of  private 
management  will  be  justified  and  will 
be  sanctioned. 


